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THE RETURN OF TIGHT MONEY 


in the capital market. The latest shift, from easy to increasingly tight 

money, has been remarkable on at least two counts: the suddenness of its 
arrival and the rapidity of its progress. Virtually overnight, one might say, 
borrowers andlenders alike have beenconfronted with wholly new conditions and 
wholly different prospects. 


f OR the second time in less than a year, a fundamental change has occurred 


Since the peaks in prices reached last spring, when the policy ofcredit ease 
was in full swing, the decline in fixed-income obligations of every kind (and con- 
versely, the firming of yields) has been one of the sharpest on record. Froma 
low of less than .65% in May, for example, the return on 91-day Treasury Bills 
climbed to nearly 2.50% early this month. Prices of long-term Government 
bonds have plummeted; from peaks of around 110, the 3-7/8% and 4% issues 
have fallen to just a point or two above par. Similarly, according to one well- 
known index, the return on municipal bonds now has climbed to nearly 3. 60%, a 
postwar high. 


In recent weeks, if anything, the rise has tended to accelerate. In mid- 
August the Federal Reserve Bank of San Francisco raised its rediscount rate 
from 1-3/4% to 2%, a move which subsequently was followed by a number of 
other district FR banks. Since then, the rate on prime 5 - 6 month commercial 
paper has been raised no fewer than seven times, from 13% to its current level 
of 2-7/8%. Bankers’ acceptances, sales finance company paper and similar 
securities have followed suit, retracing perhaps half of the decline whichoc- 
curred since the fall of last year, when money was at its tightest. In the long- 
term sector of the market, as noted, from two-thirds to all of the 1957-58 drop 
in interest rates has been wiped out. 


So swift, indeed, has been the reversal that it already has begun to affect 
the market for mortgages, which traditionally lag behindother debt instruments. 
To illustrate the lag, toward the end of June the Federal Housing Administra- 
tion, contrary to the general trend, actually lowered the rate on its debentures, 
from 33% to 3-1/8%. Since then, however, events have caught up with the hous- 
ing and home finance agencies. Thus, according to FHA Commissioner 
Norman P. Mason, secondary market prices of FHA 5-1/4% mortgages (with 
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25-year maturities and 10% or more downpayments), after mounting steadily 
since January 1, leveled off during the month of July. Quotations probably 
slipped in August. 


Far more dramatic has been the effect upon the operations of the Federal 
Home Loan Bank Board, which, of course, makes frequent trips to the money 
market. On April 1, FHLBB, for the first time in two decades, sold a 5-year 
bond as part of its new program to expand mortgage credit. The issue, which 
carried a coupon of 3-1/8% and was priced at 100-3/4, was a sell-out. On 
July 1, moreover, the Board was able to place 7-month notes which yielded no 
more than 1.60%. In early September, by contrast, an offer of its 6-month 
notes carried a coupon of 3-1/4%, actually higher than the 5-year securities 
sold barely 5 months earlier. 


Equally significant was the reaction of the market to policy changes by the 
Administration in the realm of home finance. For the sake of economy, the 
White House recently ordered the Federal National Mortgage Association to 
lower the prices for home loans which, under its Special Assistance functions, 
and under special 1958 legislation, it has undertaken tobuy. FNMA, which 
previously had been offering par (less commission and acquisition fees of 13%, 
in some cases) for such commitments, lowered its bids to 995 - 973, depending 
on the various rates of interest. Nevertheless, primary lenders continued 
making use of its facilities, which will be exhausted when aggregate commit- 
ments reach $1 billion. Inline with that experience, the U. S. Savings and 
Loan League has received reports of firming mortgage rates in several parts 
of the country. In disclosing this striking fact, Norman Strunk, executive vice 
president of the League, made some pertinent observations regarding the out- 
look. He observed: “The increasing burden of the cold war and living on the 
brink of a shooting war has greatly intensified the inflation problem of our na- 
tion. In order to effectively combat it, we may find that interest rates substan- 
tially above those of a decade ago will become a more or less permanent part 
of American life, subject to easing only during a recession. ” 


Regarding the months ahead, in any case, most observers now believe that 
still tighter money will be seen. To be sure, forecasting in this realm is al- 
ways tricky. This sad truth was underscored again in midsummer, when, ac- 
cording to bond dealers, a vice president of one major bank, an editor of a 
leading financial weekly and other experts were caught in the collapse of Treas- 
uries. Nonetheless, informed opinion in financial circles does look for higher 
interest rates. 


Specifically, most bankers confidently predict a 3% rise in the lending rate 
to prime borrowers, from 3% to 4%. Such a move could well be followed by 
a revival of the requirement, so prevalent early last year, that borrowers 
maintain substantial minimum balances at their lending institutions. Others 
look for another rise in the Federal Reserve’s rediscount rate, to 2-1/4%. 
Finally, according to one close observer of the mortgage market, interest 
rates on home loans might rise as much as 3% by the end of the year. 
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To the dramatic turnabout already seen -- and the further shift that seems 
in prospect -- anumber of factors have contributed. First and most obvious 
has been the unexpected improvement in business conditions since late spring. 
The recession of 1957-58 was not only the sharpest in the postwar era; appar- 
ently it also was the shortest. Government outlays have risen sharply and in- 
ventory liquidation has slowed down. As a consequence, since April the FRB 
Index of Industrial Production has risen seven points, recovering one-third of 
the previous drop. 


Particularly impressive gains have been scored in housing and home fi- 
nance. After lagging in the early part of 1958, new dwellings started in recent 
months have run well ahead of the comparable 1957 period. The same is true 
of mortgage lending. To illustrate, in the first quarter of the year, nonfarm 
mortgage recordings of $20, 000 or less totaled $5. 3 billion, some 5% below the 
$5.6 billion a year earlier. In May, however, for the first time this year, 
mortgage recordings exceeded the like year-ago month. In June they spurtedto 
nearly $2.3 billion, against $2 billion in June of 1957, an increase of more than 
12%. 


To judge by scattered reports from various lenders, moreover, the gain 
has picked up speed since midyear. In July, savings and loan associations 
made an estimated $1, 153 million in home loans, a 19% gain over the like month 
of 1957 and the greatest lending total for any July in history. Based on present 
trends, according to the U. S. Savings and Loan League, the 1958 home loan 
volume of the industry is likely to exceed $11 billion, well ahead of last year’s 
$10. 4 billion and second only to the peak year of 1955. 





Other demands for long-term funds are mounting, too. Corporate borrow- 
ing is a case in point. In January-June of 1958, according to the Securities and 
Exchange Commission, corporations offered for cash $6. 2 billion in new securi- 
ties, nearly 10% less than the record $6.8 billion sold during the first half of 
1957. Capital flotations during the summer, as is customary, also were light. 
Moreover, borrowers have tended to defer offerings in what now appear to have 
been vain hopes for improved terms. In the past few weeks, however, the cor- 
porate calendar, including a record-breaking $350 million debenture issue pro- 
posed by Sears, Roebuck &Co., has been building up fast. While mining and 
manufacturing concerns have cut back capital outlays sharply, public utilities 
continue to expand atclose to a record-breaking pace. In addition, a good many 
corporate borrowers are anxious to refund bank loans into long-term debt. 


Similar conditions prevail in the tax-exempt market, where current yields 
are matching past records. State and municipal long-term financing through 
August 31 totaled $5.4 billion, nearly 20% ahead of the like 1957 period and an 
all-time high. True, under the impact of tight money, offerings declined sharp- 
ly in August. However, the respite is apt to be temporary. According to the 
Investment Bankers Association of America, more than $1. 2 billion of new tax- 
exempt bonds are scheduled to be voted on in November (against only $620 mil- 
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lion a year ago). Moreover, a good manyissues which were postponed recently 
will have to come to market sooner or later. 


The most insistent demand, however, is slated to come from the biggest 
borrower of all, the U. S. Treasury. More than once in the past 2 years, it will 
be recalled, Treasury borrowings have upset the money market. This was true, 
for example, early in 1957, when the Department, for the first time in its his- 
tory, had to borrow in March, at a time when tax receipts run heaviest. It was 
true again this past spring, when the sale of an unprecedented quantity of med- 
ium- and long-term bonds floodedthe market and led directly to the spectacular 
midsummer collapse in bond prices. 


Now another threat is shaping up on this front. In order to finance the huge 
Federal deficit, estimated at $12 billion for the current fiscal year, the Treas- 
ury will have to raise at least $3 billion of new money next month (terms will 
be announced before the end of September). In December it also will have to 
refund $12 billion of outstanding debt and, shortly after the turn of the year, 
even more. The*Treasury’s cash balance, in fact, already is so low that it re- 
cently began to increase its weekly Bill offerings. How it will choose to finance 
its needs, whether through long- or short-term securities, remains to be seen. 
In any case, the needs of the Treasury have cast a shadow over the money mar- 
ket which, if anything, is likely to lengthen in coming months. 


This is particularly true in view of the stiffening attitude of the Federal Re- 


serve toward inflation. In early August, by raising margin requirements on 
common stocks from 50% to 70%, the Fed dropped a broad hint as to its renewed 
concern over the wage-price spiral. The shift was made unmistakable when it 
authorized the San Francisco FR Bank to raise its rediscount rate. Since then 
it has buttressed these credit-tightening moves by means of its open market 
operations. 


Prior to the latest change in policy, commercial banks throughout the coun- 
try had net “free” reserves averaging around $500 million, with which, of 
course, they could make loans or investments. Toward the end of August, the 
Fed gradually mopped up such funds, and, at latest estimate, they were down to 
less than $150 million, the lowest figure since early January. This scarcely 
constitutes tight money; when interest rates were at their peak last year, the 
banks, far from having free reserves, had to borrow, in order to meet required 
reserves. Nonetheless, the shift has been both abrupt and substantial. If con- 
tinued, in the midst of business recovery, it is bound to tighten the money mar- 
ket and further boost the cost of long-term borrowing. 











